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HIDDEN TAXES 


HE term “Hidden Taxes” is ordinarily used to describe 

those cases in which the process of tax shifting is 
deemed to be accomplished under cover, or by concealment 
of the tax that is being passed along. Sometimes there is 
a hint of opprobrium, as if the process involved some sort 
of nefarious practice whenever the primary taxpayer failed 
to indicate clearly just what he was doing. Efforts have 
been made, at various times, to arouse those who were 
supposed to be the unwitting bearers of taxes actually 
collected, in the first instance, from others. The reason for 
concern is understandable, for it is always important to 
emphasize the effects of heavy taxation by every possible 
means. It is doubtful, however, if the hidden tax approach 
is the most effective way of directing attention to the main 
problem. Some of those who have used this approach have 
been dismayed by the apathy of consumers, who are gen- 
erally assumed to be the ultimate tax bearers. Yet it is only 
natural that when one is wholly unaware that he is being 
hurt, and when his instructor in this mystery cannot show 
definite and positive proof of such injury, the alleged 
sufferer is not likely to become greatly excited. 

Two general cases of so-called hidden taxes may be 
distinguished. One is the excises, which are paid originally 
by the manufacturer or other processor, and are then, 
presumably, passed along through the merchandising chan- 
nels of the particular trade to the final consumer. The 
customs duties on imports also fall into this class, being 
paid by the importer and presumably added to the prices 
charged for the imported goods. The other case includes 
all sorts of business taxes, such as property taxes, franchise 
and capital stock taxes, and even those on business net 
income. It is assumed that all of these are similarly passed 
along and eventually fall as a burden on the consumers. 

There is, evidently, a considerable diversity in the degree 
of concealment of the various taxes. The retailers’ excise 
taxes on furs, jewelry, luggage, and toilet preparations, are 
billed directly to the purchasers at the time of sale. This 
also happens in the case of many of the manufacturers’ 
excises. In other cases, notably the taxes on liquors and 
tobacco, the taxes are originally paid by the manufacturer 
or processor as the goods are packaged in the factory or the 
bonded warehouse. The use of stamps evidences the fact of 
tax payment. It is not always easy for the consumer to 





discover exactly the amount of tax on the particular amount 
of the commodity in the retail package, but this informa- 
tion can be had by suitable inquiry and investigation. The 
average person does not ordinarily trouble to get it. 

The customs duties are likely to be more thoroughly 
hidden than the excises. These duties are paid at the ports 
of entry before the imported goods are removed from the 
docks, or from bonded warehouses into which they may be 
transferred from the ships. Stamps are seldom, ' ~ *r, used 
to indicate the payment of the customs, and i » Id re- 
quire intensive research on the part of the consumer to 
discover, first, whether the commodity were dutiable, and 
second, how much duty should be assigned to his particular 
purchase. 

It is clear that we are dealing, here, with some aspects of 
the general subject of tax shifting. The interest in this 
subject is not a new or recent development. On the con- 
trary, this phase of taxation has engaged the attention of 
writers and students over a longer period of time than 
almost any other topic in the field of taxation. The idea 
that all kinds and amounts of business taxes are passed 
along to the consumers is reminiscent of some of the early 
discussion. There has been, through the ages, a consider- 
able crop of writers who have held that any and all taxes 
were passed along by the original taxpayers to some other 
group. These theories differed as to the particular focal 
point toward which taxes, however imposed, tended to 
gravitate. Ar illustration of such theorizing is provided by 
the Physiocrats, a school of economists that developed in 
France during the 18th Century. According to Physiocratic 
doctrine, all taxes, wherever imposed, tended to be shifted 
to the land, which was regarded by the exponents of 
Physiocracy as the only source of a net product. The logic 
of their argument seemed to them unassailable, and it led 
them to the conclusion that there should be only one tax, 
and it should be on the land, the impér unique. It should 
be noted that this logic was entirely different from that 
which led Henry George, a century later, to advocate his 
variety of single tax. 

A characteristic of the general class of concentration 
theories of tax shifting was their agreement as to the 
~ 1 For a comprehensive survey of the literature of tax shifting and inci- 


dence, Cf. E. R. A. Seligman, The Shifting and Incidence of Taxation, 
Fourth Ed., 1921. 
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impossibility of taxes being really borne by the workers. 
Even if imposed as taxes on wages, or as excises on com- 
modities consumed by the workers, there was assumed to be 
a shifting to some other group or groups. The economic 
theory of the time postulated that wages were always at, 
or so close to, the bare subsistence level as to leave no mar- 
gin above subsistence for the bearing of tax burdens. If 
tax levies were imposed directly, or if other groups under- 
took to shift taxes upon the workers, the resulting depres- 
sion of the living standard below the subsistence level 
would cause a rise in the death rate and a decline in the 
supply of labor that would compel an adjustment in wages 
up to the subsistence level again. 

The modern argument follows an 18th Century pattern 
in assuming an automatic transfer, but it reverses the 
direction of this transfer and relies, in part, upon a 
different reason for it. Instead of no tax staying put on the 
workers, there is now assumed a general shifting of all 
business taxes to the consumers, a group which includes all 
of the workers and their dependents as well as others. 

The economic facts about wages and the economic 
theorizing on this subject have alike been profoundly 
altered since the 18th Century. During the period in which 
occurred the great technical changes called “The Industrial 
Revolution”, capital was scarce and labor, by comparison, 
was plentiful. Wages were low and hours of work were 
long. The economic facts of the time supported Engel’'s 
“Iron Law of Wages’, which was that wages were con- 
tinuously and inevitably depressed toward the subsistence 
level. Today, capital has become the relatively abundant 
factor, and labor the relatively scarce factor, in production. 
Wages are substantially above the subsistence level, for the 
vast majority of the workers. They do have, now, an 
income margin above that level from which taxes can be, 
and are paid. 

The present-day theorizing about the transfer of taxes 
from business to the consumers, most of whom are also 
workers, employs in one respect a different motivating force 
than was emphasized in the 18th Century, while in an- 
other respect the pattern is similar, although with a sub- 
stitution of terms. The new motivation is found in the 
modern system of business accounting which sets up all 
taxes as an expense. The general policy of fixing prices 
on the basis of costs therefore tends to assure a more or 
less automatic transfer of taxes, along with all other costs, 
to the consumers. 

Yet the pattern of the shifting would not be unfamiliar 
to an 18th Century tax student, except for a substitution 
of terms. In those days it was the low level of wages which 
caused any tax laid on the workers or their wages to bounce 
off eventually. Today we say that all costs of business, 
including taxes, must be recovered or the supply of capital 
available to business will diminish and the resultant de- 
cline in the scope and volume of production will compel 
a readjustment of prices. It is important to note that the 
reasoning, both in the 18th Century and in the 20th 


Century, assumes this result to follow in the long run. The 
depression of 18th Century wages to a starvation level did 
not produce such an immediate response in the death rate 
as to effect an instant transfer of a tax on wages. This was 
regarded only as the ultimate consequence. Likewise, the 
inability of business to recover all of its costs, including 
taxes, does not lead to an immediate shortage of capital and 
a decline of production. This outcome must be regarded, 
also, as the ultimate consequence. Thus, the principal 
difference between the theories over two centuries of dis- 
cussion lies in the substitution of capital for labor as the 
productive factor, an adequate return to which must be 
secured in the long run if production volume is to be 
sustained. 

We may note here that the current doctrine of over- 
saving and over-investment militates against the view that 
business taxes must eventually be shifted. If it be true that 
there is a continuous, and virtually automatic tendency to 
save more than can be profitably invested, then there would 
appear to be less likelihood of a decline of production for 
lack of capital. And if the volume of production is fully 
sustained, there would be less opportunity for that adjust- 
ment of prices whereby business is enabled to recover all 
of its costs, including taxes. 

Modern business operations in a money economy consist 
of the creation of a commodity or a service which is sold. 
The flow of cash receipts provides the fund from which the 
business managers pay all of their expenses, which include 
wages, the cost of materials and supplies, the maintenance 
and replacement of equipment, interest on borrowed funds, 
and, of course, taxes. Since all business receipts come 
eventually from consumers, it follows that in buying the 
product they are reimbursing the producers. By their 
purchases they provide the funds for wage payments. It 
would be as appropriate to speak of hidden wages as of 
hidden taxes. Since every other element of production cost 
enters into the price that is asked for the product, one 
could speak of hidden raw material cost, or hidden interest, 
or hidden depreciation. The consumers also provide such 
funds as there may be, as an excess of receipts over Costs, 
for the return to capital. It may be said, therefore, that the 
burden of profits is also upon the consumers. 

All of this would appear to make a good case for the 
conclusion that the consumer always “pays the freight’. 
The point has already been made that in the long run 
business must recover all costs and some profit besides if 
it is to continue. But this is quite different from the assump- 
tion that there is such recovery at all times and for all 
business concerns. The weakness in the hidden tax argu- 
ment is its failure to make a proper distinction between 
what must and does eventually happen and what may 
actually be happening at a particular time and under par- 
ticular circumstances. And it is proper, further, to raise 
the question, So what? Suppose that all business costs 
are being recovered, does it necessarily follow that the 
consumer is unduly or improperly burdened ? 
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To begin with, the consumer is, within wide limits, a 
free agent. He is seldom in a situation in which he must 
buy a particular product at the price demanded. He can 
refuse to buy or he can accept substitutes. The general 
acceptance, by wise merchants, of the slogan—''the cus- 
tomer is always right”—reveals their appreciation that 
he can be persuaded, but never forced, to buy. If the 
price, or the quality, or any other point about the product 
is not to his liking, he is free to keep his money and 
let the merchant keep the goods. The refusal of house- 
wives to buy meat at the current prices is an excellent 
illustration of consumer freedom. 

Now, when the consumer does buy, where does the 
element of burden upon him enter? When he parts with x 
dollars of his income in order to make a certain purchase, 
he then has the article instead of the money. Being a free 
agent, he buys only when he accepts the article as rep- 
resenting a fair equivalent for the money paid. In a free 
and voluntary transaction of this sort, no burden is in- 
volved. Most people work and earn income for the pur- 
pose of buying goods and services. The money, as such, 
cannot satisfy wants, and what we really work for is the 
consumable things that are to be had by spending income. 
The element of burden appears, in individual cases, when 
the effort expended does not yield enough income to per- 
mit acquisition of as many enjoyable goods and services as 
one would like. 

We are getting a little closer to the real issue now, for 
it appears that even the low income groups could buy 
more goods if their prices were lower. And the reason 
for high prices that is often singled out for special attention 
is that these prices contain all of the taxes paid by busi- 
ness men all along the line from the farmer to the retailer. 
It would also be true that prices could be lower if wage 
rates were less, provided the workers turned out as much 
product at the low as at the high rates. 

Before we attempt to discover just how or where the 
consumer would be better off if the prices he pays did 
not contain the taxes which are said to be contained in 
them, it is worth while to consider further the extent to 
which the tax shifting really does occur. This brings up 
the immensely complicated subject of prices, one which 
is too involved to be discussed at length here. However, 
perhaps it can be summarized both briefly and clearly. 

We have already noted that the customer is usually free 
to buy or not. Business men naturally aim at prices which 
will cover all of their costs and afford at least a reason- 
able profit return on capital. Their choice, when one is 
necessary, lies between the maintenance of price at the 
cost-plus-reasonable-profit level, and such price concession 
as may be forced upon them by the attitude of consumers 
or the pressure of competitors. After all, the principal de- 
cision which the business man can make here is the price 
at which he is willing, or can afford to sell. The volume of 
sales to be made at that price is in the hands of consumers. 
The business seller may be able to exert some influence 


upon consumer action through advertising, but advertis- 
ing costs money and eventually a limit is reached to the 
advantage derived from such means. 

Since no producer, not even a monopolist, can control 
at the same time the price and the quantity that will be 
sold at that price, he is seldom able to determine fully 
the extent to which all of his costs of production can be 
included in and covered by the price. Since he treats taxes, 
from the accounting standpoint, as a cost, he faces the 
same problem and the same difficulty here as he does with 
every other kind of cost. There is no doubt of his inten- 
tion and expectation to maintain a price and a volume 
of sales that will provide reimbursement for all costs and 
for some profit in addition. There is no assurance that in 
all cases this goal can be achieved as a regular and con- 
sistent result. 

To this point the conclusion would be that there are 
cases in which, for one reason or another, business is able 
to maintain prices and volume which do reimburse it for 
all costs and which also provide a reasonable return on 
the capital. At any given time there are other cases in which 
only the costs are met, with no return to capital, and still 
others in which not even all of the costs are covered. It 
is proper to regard the return to capital as an essential 
element of cost for the long run, since the failure to earn 
a profit commensurate with the risk involved will shut 
off the flow of investment. Accordingly, a test of whether 
or not all of the costs of business operation are being 
reimbursed out of the receipts from customers would be 
whether or not the profit return were satisfactory. It goes 
without saying that where the profit return is unduly large, 
no question of complete reimbursement of costs can arise. 

For any given year a considerable section of business is 
operating at a loss or with a sub-standard profit return. 
No particular element in the costs can be identified un- 
qualifiedly as the villain. The loss may be occasioned by 
the high price of materials, which may mean a shifting of 
wages, and taxes, and other costs by some prior processor 
up the line; or it may be caused by high wages paid by 
the operator himself; cr it may be a result of high taxes. 
The source of the loss is immaterial. In any event, it means 
that the customers of this firm are getting its product, for 
the time being, at what amounts to a bargain price. They 
are not paying enough to cover the full costs of production, 
or, in other words, they are getting it below cost. Firms 
operating “in the red” do not pay income tax, but they 
must pay all other tax levies except those based upon net 
income. They do this out of such receipts as they get from 
customers, but it should be clear that the burden of the 
taxes paid does not fall upon the customers. It may fall 
upon accumulated profits or surplus, if any, or upon the 
owners of the equity capital, as does the burden of the 
entire loss, however occasioned. 

The data relative to the proportion of corporate business 
that is done at a profit or at a deficit yield the foliowing 
results. The years chosen do not include the war years, 
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since all business operations were then distorted from the 
pattern of ordinary peacetime competitive conditions. The 
situation for the years 1935-1939 inclusive is shown in 
the following table. 


NUMBER AND GROSS INCOME OF CORPORATIONS WITH 
NET INCOME AND WITH DEFICIT, RESPECTIVELY, 
FOR THE YEARS 1935-1939 


(Dollar amounts in millions) 


Returns with Net Income Returns with no Net Income Per Cent 
Year Number Gross Income Number Gross Income (2) of (1) 





(1) (2) 
1935 164,231 $77,442 312,882 $36,495 48 
1936 203,161 104,764 275,696 27,514 26 
1937 192,028 108,929 258,810 32,978 30 
1938 169,884 80,068 301,148 39,928 49 
1939 199,479 105,457 270,138 26,978 25 





Source: Statistics of Income for 1941, Part 2, p. 276. 


These figures mean that year after year, over the period 
shown, corporate business was done “‘in the red”, in an 
aggregate amount ranging from one-quarter to one-half of 
the total corporate business that was done at a profit. The 
deficit corporations were unable to collect from customers 
enough to cover all of the costs expended. As already 
noted, it makes little difference what the particular costs 
were that were not fully recovered. One could say that all 
of the taxes paid by the deficit corporations were shifted 
to the buyers of their products, but that ail of the wage and 
material costs were not. It would be just as true that the 
state, local, and federal taxes other than that on net income 
were the principal, or even in some cases, the sole cause 
of the deficit. The essential point is that in this particular 
period the customers did not buy enough of the product, 
Or they did not pay enough for it, to cover all of the 
costs of production, to say nothing about a margin of 
profit for the equity owners. 

The same conclusion would be warranted for some part 
of the corporate business that was “in the black’ during 
these years. The tax return falls in the net income column, 
however small the net income may be. A considerable 
proportion of the companies that reported a net income 
undoubtedly did not realize a sufficient margin of profit 
to represent a fair and reasonable return on the investment 
made by the stockholders. 

The final answer must be that all business taxes are not 
regularly and automatically shifted to consumers, although 
in some cases and at some times, particular business con- 


PUBLISHED BY 
TAX FOUNDATION 
CHARLES C. BAUER, Executive Director 
30 Rockefeller Plaza 
New York City 


Quotation of material in this publication 
is permitted when acknowledgment is made. 


cerns may be successful in accomplishing this result. This 
is an uncertain, and to some an unsatisfactory answer, but 
no proof of any other outcome can be adduced. 

Finally, let us suppose that there may be a certain amount 
of tax shifting to consumers through the mechanics of 
accounting for taxes as an expense. The natural inference 
is that the appropriate remedy would be the reduction or 
elimination of the taxes on business, thereby diminishing 
or closing off this channel of tax shifting. If the same 
amount of revenue had to be provided as before, it would 
be necessary to increase the taxes levied directly against 
individuals, either as their incomes were received or as 
these incomes were spent. Looking at the matter entirely 
from the special interest of individuals as taxpayers, such 
a change would assuredly lead to an increase of their tax 
burdens, whereas the retention of taxes on business is likely 
to mean that some part, perhaps a considerable part, of 
the business taxes are not, in fact, passed along to the in- 
dividuals as consumers. In any event, the remedy would 
mean the certainty of heavier individual taxes, while the 
existing situation means only the possibility that the in- 
dividual’s tax burden would be greater in some cases. 

Since both the evidence and the logic to support a case 
for general and complete shifting to consumers of all busi- 
ness taxes at all times are weak, it would be sounder and 
more effective to approach the problem of tax burdens 
in a more direct way. The weight of that burden is deter- 
mined by the volume of public spending. It can safely be 
reduced only by curtailing the fiscal requirements of gov- 
ernment, which means the shrinkage of budgets to more 
reasonable dimensions. The strongest support for such a 
program, from the taxation side, is to be found in the 
effects of heavy taxation on the economy. Its burden exists, 
whether it is carried by the original taxpayers or shifted 
by them, partly or wholly, to other groups. The lightening 
of the tax load by a reduction of governmental cost at all 


levels,—federal, state, and local—will permit a correspond- 


ing release of the energy and the incentives to produce, to 
provide jobs, to pay better wages, and thus to promote 
the well-being of all. The attack should be directed against 
this main issue, rather than against any side issues. Whether 
a tax is hidden or open, and where its burden ultimately 
falls are, by comparison, among the side issues. 

Harvey L. Lutz 

Professor of Public Finance, 

Princeton University. 
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